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this section based on the character of
the underlying items of income.

(l) Priority rules—(1) In general. In the
case of income that meets the defini-
tions of more than one category of sep-
arate limitation income, the following
priority rules apply:

(i) Income that meets the definitions
of passive income and of any other sep-
arate limitation income described in
section 904(d)(1) (B) through (H) will be
subject to the other separate limita-
tion;

(ii) Income that meets the definitions
of financial services income and of ei-
ther shipping income or passive income
will be subject to the separate limita-
tion for financial services income;

(iii) Income that meets the defini-
tions of financial services income and
of any separate limitation income
other than shipping or passive income
will be subject to the other separate
limitation;

(iv) Income that meets the defini-
tions of dividends from a noncontrolled
section 902 corporation and of any
other separate limitation income will
be subject to the separate limitation
for dividends from a noncontrolled sec-
tion 902 corporation unless that income
is foreign oil and gas extraction income
defined in section 907(c), in which case
it will be treated as general limitation
income pursuant to § 1.907(a)–1(f);

(v) Income that meets the definitions
of high withholding tax interest and of
any other separate limitation income
will be high withholding tax interest;
and

(vi) Income that meets the defini-
tions of shipping income and of foreign
trade income will be subject to the sep-
arate limitation for foreign trade in-
come.

(2) Examples. The provisions of this
paragraph (l) are illustrated by the fol-
lowing examples:

Example 1. Controlled foreign corporation S
is a wholly-owned subsidiary of domestic
corporation P. S owns 20 percent of the vot-
ing stock of T, a foreign corporation that is
not a controlled foreign corporation. In 1987,
T pays S a dividend that qualifies as foreign
base company shipping income to S under
§ 1.954–6(f)(1). The dividend from T is also a
dividend from a noncontrolled section 902
corporation. Therefore, pursuant to section
904(d)(2)(D) and paragraph (l)(1)(iv) of this
section, the dividend from T is treated as a

dividend from a noncontrolled section 902
corporation.

Example 2. In 1987, domestic corporation P
received a dividend from R, a foreign cor-
poration that is not a controlled foreign cor-
poration. P owns 30 percent of the voting
stock of R. P is a financial services entity
and the dividend from R qualifies as finan-
cial services income under paragraph
(e)(4)(i)(A) of this section. The dividend from
R is also a dividend from a noncontrolled
section 902 corporation. Therefore, pursuant
to section 904(d)(2)(C) (iii)(II) and paragraphs
(l)(1)(iii) and (iv) of this section, the dividend
from R is treated as a dividend from a non-
controlled section 902 corporation.

Example 3. P, a domestic corporation, owns
10 percent of foreign corporation S. S is a
noncontrolled section 902 corporation. In
1990, S earns foreign oil and gas extraction
income which is general limitation income.
S pays a dividend to P out of its earnings and
profits for 1990. The dividend from S is a divi-
dend from a noncontrolled section 902 cor-
poration that is also foreign oil and gas ex-
traction income. Pursuant to section
907(c)(3)(A), § 1.907(a)–1(f) and paragraph
(l)(1)(iv) of this section, P will include the
dividend in income as general limitation in-
come.

[T.D. 8214, 53 FR 27011, July 18, 1988, as
amended by T.D. 8412, 57 FR 20644, May 14,
1992; 57 FR 45660, Oct. 2, 1992; T.D. 8556, 59 FR
37672, July 25, 1994]

§ 1.904–5 Look-through rules as ap-
plied to controlled foreign corpora-
tions and other entities.

(a) Definitions. For purposes of sec-
tion 904(d)(3) and the regulations under
section 904, the following definitions
apply:

(1) The term separate category means,
as the context requires, any category
of income described in section 904(d)(1)
(A), (B), (C), (D), (E), (F), (G), (H), or (I)
and in § 1.904–4 (b), (d), (e), (f), and (g),
or any category of earnings and profits
to which income described in such pro-
visions is attributable.

(2) The term controlled foreign cor-
poration has the meaning given such
term by section 957 (taking into ac-
count the special rule for certain cap-
tive insurance companies contained in
section 953(c)).

(3) The term United States shareholder
has the meaning given such term by
section 951(b) (taking into account the
special rule for certain captive insur-
ance companies contained in section
953(c)), except that for purposes of this
section, a United States shareholder
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shall include any member of the con-
trolled group of the United States
shareholder. For this purpose the con-
trolled group is any member of the af-
filiated group within the meaning of
section 1504(a)(1) except that 50 percent
shall be substituted for 80 percent
wherever it appears in section
1504(a)(2).

(b) In general. Except as otherwise
provided in section 904(d) (2)(E) and (3)
and this section, dividends, interest,
rents, and royalties received or accrued
by a taxpayer from a controlled foreign
corporation in which the taxpayer is a
United States shareholder shall be
treated as general limitation income.

(c) Rules for specific types of inclusions
and payments—(1) Subpart F inclusions—
(i) Rule. Any amount included in gross
income under section 951(a)(1)(A) shall
be treated as income in a separate cat-
egory to the extent the amount so in-
cluded is attributable to income re-
ceived or accrued by the controlled for-
eign corporation that is described as
income in such category. For purposes
of this § 1.904–5, income shall be charac-
terized under the rules of § 1.904–4 prior
to the application of the rules of para-
graph (c) of this section. For rules con-
cerning inclusions under section
951(a)(1)(B), see paragraph (c)(4)(i) of
this section.

(ii) Examples. The following examples
illustrate the application of this para-
graph (c)(1):

Example 1. Controlled foreign corporation S
is a wholly-owned subsidiary of P, a domes-
tic corporation. S earns $200 of net income,
$85 of which is foreign base company ship-
ping income, $15 of which is foreign personal
holding company income, and $100 of which
is non-subpart F general limitation income.
No foreign tax is imposed on the income. One
hundred dollars ($100) of S’s income is sub-
part F income taxed currently to P under
section 951(a)(1)(A). Because $85 of the sub-
part F inclusion is attributable to shipping
income of S, $85 of the subpart F inclusion is
shipping income to P. Because $15 of the sub-
part F inclusion is attributable to passive in-
come of S, $15 of the subpart F inclusion is
passive income to P.

Example 2. Controlled foreign corporation S
is a wholly-owned subsidiary of domestic
corporation P. S is a financial services en-
tity. P manufactures cars and is not a finan-
cial services entity. In 1987, S earns $200 of
interest income unrelated to its banking
business and $900 of interest income related

to its banking business. Assume that S pays
no foreign taxes and has no expenses. All of
S’s income is included in P’s gross income as
foreign personal holding company income.
Because S is a financial services entity, in-
come that would otherwise be passive in-
come is considered to be financial services
income. P, therefore, treats the entire sub-
part F inclusion as financial services in-
come.

Example 3. Controlled foreign corporation S
is a wholly-owned subsidiary of domestic
corporation P. P is a financial services en-
tity. S manufactures cars and is not a finan-
cial services entity. In 1987, S earns $200 of
passive income that is subpart F income and
$900 of general limitation non-subpart F in-
come. Assume that S pays no foreign taxes
on its passive earnings and has no expenses.
P includes the $200 of subpart F income in
gross income. Because P is a financial serv-
ices entity, the inclusion will be financial
services income to P.

Example 4. Controlled foreign corporation S
is a wholly-owned subsidiary of domestic
corporation P. Neither P nor S is a financial
services entity. Controlled foreign corpora-
tion T is a wholly-owned subsidiary of con-
trolled foreign corporation S. T is a financial
services entity. In 1991, T pays a dividend to
S. For purposes of determining whether S is
a financial services entity under § 1.904–
4(e)(3)(i), the dividend from T is ignored. For
purposes of characterizing the dividend in
S’s hands under the look-through rules of
paragraph (c)(4) of this section, however, the
dividend retains its character as financial
services income. Similarly, any subpart F in-
clusion or dividend to P out of the earnings
and profits attributable to the dividend from
S is excluded in determining whether P is a
financial services entity under § 1.904–
4(e)(3)(i), but retains its character in P’s
hands as financial services income under
paragraph (c)(4) of this section.

Example 5. Controlled foreign corporation S
is a wholly-owned subsidiary of domestic
corporation P. S owns 40 percent of foreign
corporation A, 45 percent of foreign corpora-
tion B, 30 percent of foreign corporation C
and 20 percent of foreign corporation D. A, B,
C, and D are noncontrolled section 902 cor-
porations. In 1987, S’s only income is a $100
dividend from each foreign corporation. As-
sume that S pays no foreign taxes and has no
expenses. All $400 of the income is foreign
personal holding company income and is in-
cluded in P’s gross income. P must include
$100 in its separate limitation for dividends
from A, $100 in its separate limitation for
dividends from B, $100 in its separate limita-
tion for dividends from C, and $100 in its sep-
arate limitation for dividends from D.

(2) Interest—(i) In general. For pur-
poses of this paragraph, related person
interest is any interest paid or accrued
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by a controlled foreign corporation to
any United States shareholder in that
corporation (or to any other related
person) to which the look-through
rules of section 904(d)(3) and this sec-
tion apply. Unrelated person interest is
all interest other than related person
interest. Related person interest shall
be treated as income in a separate cat-
egory to the extent it is allocable to in-
come of the controlled foreign corpora-
tion in that category. If related person
interest is received or accrued from a
controlled foreign corporation by two
or more persons, the amount of inter-
est received or accrued by each person
that is allocable to any separate cat-
egory of income shall be determined by
multiplying the amount of related per-
son interest allocable to that separate
category of income by a fraction. The
numerator of the fraction is the
amount of related person interest re-
ceived or accrued by that person and
the denominator is the total amount of
related person interest paid or accrued
by the controlled foreign corporation.

(ii) Allocating and apportioning ex-
penses including interest paid to a related
person. Related person interest and
other expenses of a controlled foreign
corporation shall be allocated and ap-
portioned in the following manner:

(A) Gross income in each separate
category shall be determined;

(B) Any expenses that are definitely
related to less than all of gross income
as a class, including unrelated person
interest that is directly allocated to in-
come from a specific property, shall be
allocated and apportioned under the
principles of §§ 1.861–8 or 1.861-10T, as
applicable, to income in each separate
category;

(C) Related person interest shall be
allocated to and shall reduce (but not
below zero) the amount of passive for-
eign personal holding company income
as determined after the application of
paragraph (c)(2)(ii)(B) of this section;

(D) To the extent that related person
interest exceeds passive foreign per-
sonal holding company income as de-
termined after the application of para-
graphs (c)(2)(ii) (B) and (C) of this sec-
tion, the related person interest shall
be apportioned under the rules of this
paragraph to separate categories other
than passive income.

(1) If under § 1.861–9T, the modified
gross income method of apportioning
interest expense is elected, related per-
son interest shall be apportioned as fol-
lows:

Re int min Re
int
( )( )( )( ) sec

( )

( )

lated person erest us lated
person erest allocated under

paragraph c ii C of this tion

Gross income in a separatecategory
other than passive

Total gross income other than passive2
×

(2) If under § 1.861–9T, the asset meth-
od of apportioning interest expense is
elected, related person interest shall be

apportioned according to the following
formula:

Re int min Re
int min

( )( )( )( ) sec

( )

( )

lated person erest us lated
person erest usallocated under
paragraph c ii C of this tion

Valueof assets in a separatecategory
other than passive

Valueof total assets
other than passive

2
×

(E) Any other expenses (including un-
related person interest that is not di-
rectly allocated to income from a spe-
cific property) that are not definitely

related expenses or that are definitely
related to all of gross income as a class
shall be apportioned under the rules of
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this paragraph to reduce income in
each separate category.

(1) If under § 1.861–9T, the modified
gross income method of apportioning

interest expense is elected, the interest
expense shall be apportioned as follows:

Expenseapportionable
toa separatecategory Expense

Gross income in a separatecategory us
related person erest allocated under

paragraph c ii C of this tion if
the category is passive

Total gross income us related person
erest allocated to passive income

under paragraph c ii C of
this tion

= ×

(min
int

( )( )( )( ) sec
)

min
int

( )( )( )( )
sec

2

2

(2) If under § 1.861–9T, the asset meth-
od of apportioning interest expense is

elected, then the expense shall be ap-
portioned as follows:

Expenseapportionable
toa separatecategory Expense

Valueof assets in a separatecategory
us related person debt

allocated to passiveassets if
the category is passive

Valueof total assets us
related person debt allocated

to passiveassets

= ×

(min

)

min

(3) Expenses other than interest shall
be apportioned in a similar manner de-
pending on the apportionment method
used. See § 1.861–8T(c)(1) (i)–(vi).

(iii) Definitions—(A) Value of assets
and reduction in value of assets and gross
income. For purposes of paragraph
(c)(2)(ii) (D) and (E) of this section, the
value of total assets is the value of as-
sets in all categories (determined
under the principles of § 1.861–9T(g)).
See § 1.861–10T(d)(2) to determine the
reduction in value of assets and gross
income for purposes of apportioning ad-
ditional third person interest expense
that is not directly allocated when

some interest expense has been directly
allocated. For purposes of this para-
graph and paragraph (c)(2)(ii)(E) of this
section, any reduction in the value of
assets for indebtedness that relates to
interest allocated under paragraph
(c)(2)(ii)(C) of this section is made be-
fore determining the average of asset
values. For rules relating to the aver-
aging of reduced asset values see
§ 1.861–9T(g)(2).

(B) Related person debt allocated to
passive assets. For purposes of para-
graph (c)(2)(ii)(E) of this section, relat-
ed person debt allocated to passive as-
sets is determined as follows:

Re

Re int

( )( )( )( )

int

lated person debt
allocated to the

passive category

Total related
person debt

lated person erest allocable
to passive income under
paragraph c ii C

All related person erest
= × 2
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For this purpose, the term total related
person debt means the sum of the prin-
cipal amounts of obligations of a con-
trolled foreign corporation owed to any
United States shareholder of such cor-
poration or to any related entity (with-
in the meaning of paragraph (g) of this
section) determined at the end of the
taxable year.

(iv) Examples. The following examples
illustrate the operation of this para-
graph (c)(2).

Example 1. (i) Controlled foreign corpora-
tion S is a wholly-owned subsidiary of P, a
domestic corporation. In 1987, S earns $200 of
foreign personal holding company income
that is passive income. S also earns $100 of
foreign base company sales income that is
general limitation income. S has $2000 of pas-
sive assets and $2000 of general limitation as-
sets. In 1987, S makes a $150 interest pay-
ment to P with respect to a $1500 loan from
P. S also pays $100 of interest to an unrelated
person on a $1000 loan from that person. S
has no other expenses. S uses the asset meth-
od to apportion interest expense.

(ii) Under paragraph (c)(2)(ii)(C) of this sec-
tion, the $150 related person interest pay-
ment is allocable to S’s passive foreign per-
sonal holding company income. Therefore,
the $150 interest payment is passive income
to P. Because the entire related person inter-
est payment is allocated to passive income
under paragraph (c)(2)(ii)(C) of this section,
none of the related person interest payment
is apportioned to general limitation income
under paragraph (c)(2)(ii)(D) of this section.
Under paragraph (c)(2)(iii)(B) of this section,
the entire amount of the related person debt
is allocable to passive assets
($1500=$1500×$150/$150). Under paragraph
(c)(2)(ii)(E) of this section, $20 of interest ex-
pense paid to an unrelated person is appor-
tioned to passive income
($20=$100×($2000¥$1500)/($4000¥$1500)). Eighty
dollars ($80) of the interest expense paid to
an unrelated person is apportioned to gen-
eral limitation income ($80=$100×$2000/
($4000¥$1500)).

Example 2. The facts are the same as in Ex-
ample 1, except that S uses the gross income
method to apportion interest expense. Under
paragraph (c)(2)(ii)(E) of this section, the un-
related person interest expense would be ap-
portioned on a gross income method. There-
fore, $33 of interest expense paid to unrelated
persons would be apportioned to passive in-
come ($33=$100×($200¥$150)/($300¥$150) and
$67 of interest expense paid to unrelated per-
sons would be apportioned to general limita-
tion income ($67=$100×$100/($300¥$150).

Example 3. (i) The facts are the same as in
Example 1, except that S has an additional
$50 of third person interest expense that is
directly allocated to income from a specific

property that produces only passive income.
The principal amount of indebtedness to
which the interest relates is $500. S also has
$50 of additional non-interest expenses that
are not definitely related expenses and that
are apportioned on an asset basis.

(ii) Under paragraph (c)(2)(ii)(B) of this sec-
tion, the $50 of directly allocated third per-
son interest is first allocated to reduce the
passive income of S. Under paragraph
(c)(2)(ii)(C) of this section, the $150 of related
person interest is allocated to the remaining
$150 of passive income. Under paragraph
(c)(2)(iii)(B) of this section, all of the related
person debt is allocated to passive assets.
($1500=$1500×$150/$150).

(iii) Under paragraph (c)(2)(ii)(E) of this
section, the non-interest expenses that are
not definitely related are apportioned on the
basis of the asset values reduced by the allo-
cated related person debt. Therefore, $10 of
these expenses are apportioned to the passive
category ($50×($2000¥$1500)/($4000¥$1500)) and
$40 are apportioned to the general limitation
category ($50×$2000/($4000¥$1500)).

(iv) In order to apportion third person in-
terest between the categories of assets, the
value of assets in a separate category must
also be reduced under the principles of
§ 1.861–8 by the indebtedness relating to the
specifically allocated interest. Therefore,
under paragraph (c)(2)(iii)(B) of this section,
the value of assets in the passive category
for purposes of apportioning the additional
third person interest=0 ($2000 minus $500 (the
principal amount of the debt, the interest
payment on which is directly allocated to
specific interest producing properties) minus
$1500 (the related person debt allocated to
passive assets)). Under paragraph (c)(2)(ii)(E)
of this section, all $100 of the non-definitely
related third person interest is apportioned
to the general limitation category
($100=$100×$2000/($4000¥$500¥$1500)).

Example 4. (i) Controlled foreign corpora-
tion S is a wholly-owned subsidiary of P, a
domestic corporation. In 1987, S earns $100 of
foreign personal holding company income
that is passive income. S also earns $100 of
foreign base company sales income that is
general limitation income. S has $1000 of
general limitation assets and $1000 of passive
assets. In 1987, S makes a $150 interest pay-
ment to P on a $1500 loan from P and has $20
of general and administrative expenses (G &
A) that under the principles of §§ 1.861–8
through 1.861–14T is treated as directly allo-
cable to all of P’s gross income. S also makes
a $25 interest payment to an unrelated per-
son on a $250 loan from the unrelated person.
S has no other expenses. S uses the asset
method to apportion interest expense. S uses
the gross income method to apportion G & A.

(ii) Under paragraph (c)(2)(ii)(C) of this sec-
tion, $100 of the interest payment to P is al-
locable to S’s passive foreign personal hold-
ing company income. Under paragraph
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(c)(2)(ii)(D) of this section, the additional $50
of related person interest expense is appor-
tioned to general limitation income
($50=$50×$1000/$1000). Under paragraph
(c)(2)(iii)(B) of this section, related person
debt allocated to passive assets equals $1000
($1000=$1500×$100/$150).

(iii) Under paragraph (c)(2)(ii)(E) of this
section, none of the $25 of interest expense
paid to an unrelated person is apportioned to
passive income ($0=$25×($1000¥$1000)/
($2000¥$1000). Twenty-five dollars ($25) of the
interest expense paid to an unrelated person
is apportioned to general limitation income
($25=$25×$1000/($2000¥$1000). Under paragraph
(c)(2)(ii)(E) of this section, none of the G & A
is allocable to S’s passive foreign personal
holding company income ($0=$20×($100¥$100)/
($200¥$100). All $20 of the G & A is appor-
tioned to S’s general limitation income
($20=$20×$100/($200¥$100).

Example 5. The facts are the same as in Ex-
ample 4, except that S uses the gross income
method to apportion interest expense. As in
Example 4, $100 of the interest payment to P
is allocate to passive income under para-
graph (c)(2)(ii)(C) of this section. Under para-
graph (c)(2)(ii)(D) of this section, the addi-
tional $50 of related person interest expense
is apportioned to general limitation income
($150¥100×$100/$100). Under paragraph
(c)(2)(ii)(E) of this section, none of the unre-
lated person interest expense and none of the
G & A is apportioned to passive income, be-
cause after the application of paragraph
(c)(2)(ii)(C) of this section, no passive income
remains in the passive income category.

Example 6. Controlled foreign corporation T
is a wholly-owned subsidiary of S, a con-
trolled foreign corporation. S is a wholly-
owned subsidiary of P, a domestic corpora-
tion. S is not a financial services entity. S
and T are incorporated in the same country.
In 1987, P sells tractors to T, which T sells to
X, a foreign corporation that is related to
both S and T and is organized in the same
country as S and T. S makes a loan to X to
finance the tractor sales. Assume that the
interest earned by S from financing the sales
is export financing interest that is neither
related person factoring income nor foreign
personal holding company income. The ex-
port financing interest earned by S is, there-
fore, general limitation income. S earns no
other income. S makes a $100 interest pay-
ment to P. The $100 of interest paid is alloca-
ble under the look-through rules of para-
graph (c)(2)(ii) of this section to the general
limitation income earned by S and is there-
fore general limitation income to P.

(3) Rents and Royalties. Any rents or
royalties received or accrued from a
controlled foreign corporation in which
the taxpayer is a United States share-
holder shall be treated as income in a

separate category to the extent they
are allocable to income of the con-
trolled foreign corporation in that cat-
egory under the principles of §§ 1.861–8
through 1.861–14T.

(4) Dividends—(i) Look-through rule.
Any dividend paid or accrued out of the
earnings and profits of any controlled
foreign corporation, shall be treated as
income in a separate category in pro-
portion to the ratio of the portion of
earnings and profits attributable to in-
come in such category to the total
amount of earnings and profits of the
controlled foreign corporation. For
purposes of this paragraph, the term
‘‘dividend’’ includes any amount in-
cluded in gross income under section
951(a)(1)(B) as a pro rata share of a con-
trolled foreign corporation’s increase
in earnings invested in United States
property.

(ii) Special rule for dividends attrib-
utable to certain loans. If a dividend is
distributed to a taxpayer by a con-
trolled foreign corporation, that con-
trolled foreign corporation is the recip-
ient of loan proceeds from a related
look-through entity (within the mean-
ing of § 1.904–5(i)), and the purpose of
such loan is to alter the characteriza-
tion of the dividend for purposes of this
section, then, to the extent of the prin-
cipal amount of the loan, the dividend
shall be characterized with respect to
the earnings and profits of the related
person lender rather than with respect
to the earnings and profits of the divi-
dend payor. A loan will not be consid-
ered made for the purpose of altering
the characterization of a dividend if
the loan would have been made or
maintained on substantially the same
terms irrespective of the dividend. The
determination of whether a loan would
have been made or maintained on sub-
stantially the same terms irrespective
of the dividend will be made taking
into account all the facts and cir-
cumstances of the relationship between
the lender and the borrower. Thus, for
example, a loan by a related party
lender to a controlled foreign corpora-
tion that arises from the sale of inven-
tory in the ordinary course of business
will not be considered a loan made for
the purpose of altering the character of
any dividend paid by the borrower.
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(iii) Examples. The following exam-
ples illustrate the application of this
paragraph (c)(4).

Example 1. Controlled foreign corporation S
is a wholly-owned subsidiary of P, a domes-
tic corporation. In 1987, S has earnings and
profits of $1,000, $600 of which is attributable
to general limitation income and $400 of
which is attributable to dividends received
by S from its wholly-owned subsidiary, T. T
is a controlled foreign corporation and is in-
corporated and operates in the same country
as S. All of T’s income is financial services
income. Neither S’s general limitation in-
come nor the dividend from T is subpart F
income. In December 1987, S pays a dividend
to P of $200, all of which is attributable to
earnings and profits earned in 1987. Six-
tenths of the dividend ($120) is treated as
general limitation income because six-tenths
of S’s earnings and profits are attributable
to general limitation income. Four-tenths of
the dividend ($80) is treated as financial serv-
ices income because four-tenths of S’s earn-
ings and profits are attributable to dividends
from T, and all of T’s earnings are financial
services income.

Example 2. A, a United States person, has
been the sole shareholder in controlled for-
eign corporation X since its organization on
January 1, 1963. Both X and A are calendar
year taxpayers. X’s earnings and profits for
1963 through the end of 1987 totaled $3,000. A
sells his stock in X at the end of 1987 and re-
alizes a gain of $4,000. Of the total $4,000 gain,
$3,000 (A’s share of the post-1962 earnings and
profits) is includible in A’s gross income as a
dividend and is subject to the look-through
rules including the transition rule of § 1.904–
7(a) with respect to the portion of the dis-
tribution out of pre-87 earnings and profits.
The remaining $1,000 of the gain is includible
as gain from the sale or exchange of the X
stock and is passive income to A.

(d) Effect of exclusions from subpart F
income—(1) De minimis amount of subpart
F income. If the sum of a controlled for-
eign corporation’s gross foreign base
company income (determined under
section 954(a) without regard to section
954(b)(5)) and gross insurance income
(determined under section 953(a)) for
the taxable year is less than the lesser
of 5 percent of gross income or
$1,000,000, then all of that income
(other than income that would be fi-
nancial services income without regard
to this paragraph (d)(1)) shall be treat-
ed as general limitation income. In ad-
dition, if the test in the preceding sen-
tence is satisfied, for purposes of para-
graphs (c)(2)(ii) (D) and (E) of this sec-
tion (apportionment of interest ex-

pense to passive income using the asset
method), any passive limitation assets
shall be treated as general limitation
assets. The determination in the first
sentence shall be made prior to the ap-
plication of the exception for certain
income subject to a high rate of foreign
tax described in paragraph (d)(2) of this
section.

(2) Exception for certain income subject
to high foreign tax. For purposes of the
dividend look-through rule of para-
graph (c)(4)(i) of this section, an item
of net income that would otherwise be
passive income (after application of the
priority rules of § 1.904–4(l)) and that is
received or accrued by a controlled for-
eign corporation shall be treated as
general limitation income, and the
earnings and profits attributable to
such income shall be treated as general
limitation earnings and profits, if the
taxpayer establishes to the satisfaction
of the Secretary that such income was
subject to an effective rate of income
tax imposed by a foreign country
greater than 90 percent of the maxi-
mum rate of tax specified in section 11
(with reference to section 15, if applica-
ble). The preceding sentence has no ef-
fect on amounts (other than dividends)
paid or accrued by a controlled foreign
corporation to a United States share-
holder of such controlled foreign cor-
poration to the extent those amounts
are allocable to passive income of the
controlled foreign corporation.

(3) Examples. The following examples
illustrate the application of this para-
graph.

Example 1. Controlled foreign corporation S
is a wholly-owned subsidiary of P, a domes-
tic corporation. In 1987, S earns $100 of gross
income, $4 of which is interest that is sub-
part F foreign personal holding company in-
come and $96 of which is gross manufactur-
ing income that is not subpart F income. S
has no other earnings for 1987. S has no ex-
penses and pays no foreign taxes. S pays P a
$100 dividend. Under the de minimis rule of
section 954(b)(3), none of S’s income is treat-
ed as foreign base company income. All of
S’s income, therefore, is treated as general
limitation income. The entire $100 dividend
is general limitation income to P.

Example 2. (i) Controlled foreign corpora-
tion S is a wholly-owned subsidiary of P, a
domestic corporation. In 1987, S earns $50 of
shipping income of a type that is foreign
base company shipping income. S also earns
$50 of dividends from T, a foreign corporation

VerDate 09<APR>98 09:34 Apr 16, 1998 Jkt 179092 PO 00000 Frm 00647 Fmt 8010 Sfmt 8010 Y:\SGML\179092.TXT 179092-3



652

26 CFR Ch. I (4–1–98 Edition)§ 1.904–5

in which S owns 45 percent of the voting
stock, and receives $50 of dividends from U,
a foreign corporation in which S owns 5% of
the voting stock. Foreign persons hold the
remaining voting stock of both T and U. S,
T, and U are all incorporated in different for-
eign countries. The dividends S receives
from T and U are of a type that normally
would be subpart F foreign personal holding
company income that is passive income.
Under § 1.904–4(l)(1)(iv), however, the divi-
dends from T are dividends from a noncon-
trolled section 902 corporation rather than
passive income. S has no expenses. The earn-
ings and profits of S are equal to the net in-
come after taxes of S. The dividends and the
shipping income are taxed abroad by S’s
country of incorporation at an effective rate
of 40 percent. P establishes to the satisfac-
tion of the Secretary that the effective rate
of tax on both the dividends and the shipping
income exceeds 90 percent of the maximum
United States tax rate. Thus, under section
954(b)(4), neither the shipping income nor the
dividends are taxed currently to P under sub-
part F. S’s earnings attributable to shipping
income and dividends from a noncontrolled
section 902 corporation retain their char-
acter as such. Under paragraph (d)(2) of this
section, S’s earnings attributable to the divi-
dends from U are treated as earnings attrib-
utable to general limitation income. See
§§ 1.905–3T and 1.905–4T, however, for rules
concerning adjustments to the pools of earn-
ings and profits and foreign taxes and rede-
terminations of United States tax liability
when foreign taxes are refunded in a later
year.

(ii) In 1988, S has no earnings and pays a
$150 dividend (including gross-up) to P. The
dividend is paid out of S’s post-1986 pool of
earnings and profits. One-third of the divi-
dend ($50) is attributable to S’s shipping
earnings, one-third ($50) is attributable to
the dividend from T, and one-third ($50) is at-
tributable to the dividend from U. Pursuant
to section 904(d)(3)(E) and paragraph (c)(4) of
this section, one-third of the dividend is
shipping income, one-third is a dividend
from a noncontrolled section 902 corporation,
T, and one-third is general limitation in-
come to P.

(e) Treatment of subpart F income in
excess of 70 percent of gross income—(1)
Rule. If the sum of a controlled foreign
corporation’s gross foreign base com-
pany income (determined without re-
gard to section 954(b)(5)) and gross in-
surance income for the taxable year ex-
ceeds 70 percent of the gross income,
then all of the controlled foreign cor-
poration’s gross income shall be treat-
ed as foreign base company income
(whichever is appropriate) and, thus,
included in a United States sharehold-

er’s gross income. However, the inclu-
sion in gross income of an amount that
would not otherwise be subpart F in-
come does not affect its character for
purposes of determining whether the
income is within a separate category.
The determination of whether the con-
trolled foreign corporation’s gross for-
eign base company income and gross
insurance income exceeds 70 percent of
gross income is made before the excep-
tion for certain income subject to a
high rate of foreign tax.

(2) Example. The following example il-
lustrates the application of this para-
graph.

Example. Controlled foreign corporation S
is a wholly-owned subsidiary of P, a domes-
tic corporation. S earns $100, $75 of which is
foreign personal holding company income
and $25 of which is non-subpart F services in-
come. S is not a financial services entity. S’s
gross and net income are equal. Under the 70
percent full inclusion rule of section
954(b)(3)(B), the entire $100 is foreign base
company income currently taxable to P
under section 951. Because $75 of the $100 sec-
tion 951 inclusion is attributable to S’s pas-
sive income, $75 of the inclusion is passive
income to P. The remaining $25 of the inclu-
sion is treated as general limitation income
to P because $25 is attributable to S’s gen-
eral limitation income.

(f) Modification of look-through rules
for certain income—(1) High withholding
tax interest. If a taxpayer receives or ac-
crues interest from a controlled foreign
corporation that is a financial services
entity, and the interest would be de-
scribed as high withholding tax inter-
est if section 904(d)(3) and paragraph
(c)(2) of this section (the look-through
rules for interest) did not apply, then
the interest shall be treated as high
withholding tax interest to the extent
that the interest is allocable under sec-
tion 904(d)(3) and paragraph (c)(2)(i) of
this section to financial services in-
come of the controlled foreign corpora-
tion. See section 904(d)(3)(H). The
amount treated as high-withholding
tax interest under this paragraph (f)(1)
shall not exceed the interest, or equiv-
alent income, of the payor that would
be taken into account in determining
the financial services income of the
payor if the look-through rules applied.

(2) Dividends from a noncontrolled sec-
tion 902 corporation. (i) Rule. If a United
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States shareholder that is a corpora-
tion receives or accrues income from a
controlled foreign corporation that is
attributable to dividends from a non-
controlled section 902 corporation, such
income shall be subject to a separate
limitation for such dividends except as
provided in § 1.904–4(g)(2)(ii) (relating to
dividends from a foreign corporation
with respect to which the United
States shareholder does not meet the
stock ownership requirements of sec-
tion 902).

(ii) Example. The following example
illustrates the provisions of this para-
graph (f)(2).

Example. P, a domestic corporation, owns
40 percent of S, a controlled foreign corpora-
tion. U, an unrelated domestic corporation,
owns the remaining 60 percent of S. S owns
10 percent of T, a noncontrolled section 902
corporation. In 1990, T pays S a dividend,
which S includes in its gross income as a div-
idend from a noncontrolled section 902 cor-
poration. S has no other income during 1990.
P and U must include S’s dividend income
from T in their gross income under subpart
F. Pursuant to § 1.904–4(g)(2)(ii)(C), the sub-
part F inclusion to U is characterized as a
dividend from a noncontrolled section 902
corporation because U meets the 5 percent
ownership requirement of section 902(b)
(60%×10%=6%). The subpart F inclusion to P
is characterized as passive income because P
does not meet the 5 percent ownership re-
quirement of section 902(b) (40%×10%=4%).

(3) Distributions from a FSC. Income
received or accrued by a taxpayer that,
under the rules of paragraph (c)(4) of
this section (look-through rules for
dividends), would be treated as foreign
trade income or as passive income that
is interest and carrying charges (as de-
fined in section 927(d)(1)), and that is
also a distribution from a FSC (or a
former FSC), shall be treated as a dis-
tribution from a FSC (or a former
FSC).

(4) Example. The following example il-
lustrates the operation of paragraph
(f)(1) of this section.

Example. Controlled foreign corporation S
is a wholly-owned subsidiary of P, a domes-
tic corporation. S is a financial services en-
tity. In 1988, S earns $80 of interest that
meets the definition of financial services in-
come and $20 of high withholding tax inter-
est. S makes a $100 interest payment to P.
The interest payment to P is subject to a
withholding tax of 15 percent. Twenty dol-
lars ($20) of the interest payment to P is con-

sidered to be high withholding tax interest
because, under section 904(d)(3), it is alloca-
ble to the high withholding tax interest
earned by S. The remaining eighty dollars
($80) of the interest payment is also treated
as high withholding tax interest to P be-
cause, under paragraph (f)(1) of this section,
interest that is subject to a high withholding
tax but would not be considered to be high
withholding tax interest under the look-
through rules of paragraph (c)(2) of this sec-
tion, shall be treated as high withholding tax
interest to the extent that the interest
would have been treated as financial services
interest income under the look-through rules
of paragraph (c)(2)(i) of this section.

(g) Application of look-through rules to
certain domestic corporations. The prin-
ciples of section 904(d)(3) and this sec-
tion shall apply to any foreign source
interest, rents and royalties paid by a
United States corporation to a related
corporation. For this purpose, a United
States corporation and another cor-
poration are considered to be related if
one owns, directly or indirectly, stock
possessing 50 percent or more of the
total voting power of all classes of
stock of the other corporation or 50
percent or more of the total value of
the other corporation. In addition, a
United States corporation and another
corporation shall be considered to be
related if the same United States
shareholders own, directly or indi-
rectly, stock possessing 50 percent or
more of the total voting power of all
classes of stock or 50 percent of the
total value of each corporation. For
purposes of this paragraph, the con-
structive stock ownership rules of sec-
tion 318 and the regulations under that
section apply.

(h) Application of look-through rules to
partnerships and other pass-through enti-
ties—(1) General rule. Except as pro-
vided in paragraph (h)(2) of this sec-
tion, a partner’s distributive share of
partnership income shall be character-
ized as income in a separate category
to the extent that the distributive
share is a share of income earned or ac-
crued by the partnership in such cat-
egory. Payments to a partner described
in section 707 (e.g., payments to a part-
ner not acting in capacity as a partner)
shall be characterized as income in a
separate category to the extent that
the payment is attributable under the
principles of § 1.861–8 and this section
to income earned or accrued by the
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partnership in such category, if the
payments are interest, rents, or royal-
ties that would be characterized under
the look-through rules of this section if
the partnership were a foreign corpora-
tion, and the partner who receives the
payment owns 10 percent or more of
the value of the partnership. A pay-
ment by a partnership to a member of
the controlled group (as defined in
paragraph (a)(3) of this section) of the
partner shall be characterized under
the look-through rules of this section if
the payment would be a section 707
payment entitled to look-through
treatment if it were made to the part-
ner.

(2) Exception for certain partnership in-
terests—(i) Rule. Except as otherwise
provided, if any limited partner or cor-
porate general partner owns less than
10 percent of the value in a partner-
ship, the partner’s distributive share of
partnership income from the partner-
ship shall be passive income to the
partner, and the partner’s distributive
share of partnership deductions from
the partnership shall be allocated and
apportioned under the principles of
§ 1.861–8 only to the partner’s passive
income from that partnership.

(ii) Exceptions. To the extent a part-
ner’s distributive share of income from
a partnership is a share of high with-
holding tax interest received or ac-
crued by the partnership, that part-
ner’s distributive share of partnership
income will be high withholding tax in-
terest regardless of the partner’s level
of ownership in the partnership. If a
partnership interest described in para-
graph (h)(2)(i) of this section is held in
the ordinary course of a partner’s ac-
tive trade or business, the rules of
paragraph (h)(1) of this section shall
apply for purposes of characterizing
the partner’s distributive share of the
partnership income. A partnership in-
terest will be considered to be held in
the ordinary course of a partner’s ac-
tive trade or business if the partner (or
a member of the partner’s affiliated
group of corporations (within the
meaning of section 1504(a) and without
regard to section 1504(b)(3))) engages
(other than through a less than 10 per-
cent interest in a partnership) in the
same or related trade or business as
the partnership.

(3) Income from the sale of a partner-
ship interest. To the extent a partner
recognizes gain on the sale of a part-
nership interest, that income shall be
treated as passive income to the part-
ner, unless the income is considered to
be high-taxed under section
904(d)(2)(A)(iii)(III) and § 1.904–4(c).

(4) Value of a partnership interest. For
purposes of paragraphs (i), (h)(1), and
(h)(2) of this section, a partner will be
considered as owning 10 percent of the
value of a partnership for a particular
year if the partner has 10 percent of the
capital and profits interest of the part-
nership. Similarly, a partnership (first
partnership) is considered as owning 50
percent of the value of another part-
nership (second partnership) if the first
partnership owns 50 percent of the cap-
ital and profits interests of another
partnership. For this purpose, value
will be determined at the end of the
partnership’s taxable year.

(i) Application of look-through rules to
related entities—(1) In General. Except as
provided in paragraphs (i) (2) and (3) of
this section, the principles of this sec-
tion shall apply to distributions and
payments that are subject to the look-
through rules of section 904(d)(3) and
this section from a controlled foreign
corporation or other entity otherwise
entitled to look-through treatment (a
‘‘look-through entity’’) under this sec-
tion to a related 1ookthrough entity.
Two look-through entities shall be con-
sidered to be related to each other if
one owns, directly or indirectly, stock
possessing more than 50 percent of the
total voting power of all classes of vot-
ing stock of the other entity or more
than 50 percent of the total value of
such entity. In addition, two look-
through entities are related if the same
United States shareholders own, di-
rectly or indirectly, stock possessing 50
percent or more of the total voting
power of all voting classes of stock (in
the case of a corporation) or 50 percent
or more of the total value of each look-
through entity. In the case of a cor-
poration, value shall be determined by
taking into account all classes of
stock. In the case of a partnership,
value shall be determined under the
rules in paragraph (h)(4) of this section.
For purposes of this section, indirect
ownership shall be determined under
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section 31B and the regulations there-
under.

(2) Exception for distributive shares of
partnership income. In the case of tiered
partnership arrangements, a distribu-
tive share of partnership income will
be characterized under the look-
through rules of section 904(d)(3) and
this section if the partner meets the re-
quirements of paragraph (h)(1) of this
section with respect to the partnership
(first partnership), whether or not the
income is received through another
partnership or partnerships (second
partnership) and whether or not the
first partnership and the second part-
nership are considered to be related
under the rules of paragraph (i)(1) of
this section.

(3) Special rule for dividends. [Re-
served]

(4) Examples. The following examples
illustrate the provisions of this para-
graph (i):

Example 1. P, a domestic corporation, owns
all of the stock of S, a controlled foreign cor-
poration. S owns 40 percent of the stock of T,
a controlled foreign corporation. The re-
maining 60 percent of the stock of T is owned
by V, a domestic corporation. The percent-
ages of value of T owned by S and V cor-
respond to their percentages of stock owner-
ship. T owns all of the stock of U, a con-
trolled foreign corporation. U earns exclu-
sively general limitation non-subpart F in-
come. In 1992, U makes an interest payment
of $100 to T, which is subpart F income to P
and V. V and T are related look-through en-
tities, but P and T are not related look-
through entities. V, therefore, is entitled to
look-through treatment on the interest pay-
ment to T and the payment will be treated
as general limitation income. P is not enti-
tled to look-through treatment (because P,
through 5, owns only 40 percent of T) and the
interest payment, therefore, is passive in-
come to P.

Example 2. [Reserved]

(j) Look-through rules applied to pas-
sive foreign investment company inclu-
sions. If a passive foreign investment
company is a controlled foreign cor-
poration and the taxpayer is a United
States shareholder in that passive for-
eign investment company, any amount
included in gross income under section
1293 shall be treated as income in a sep-
arate category to the extent the
amount so included is attributable to
income received or accrued by that
controlled foreign corporation that is

described as income in the separate
category. For purposes of this para-
graph (j), the priority rules of § 1.904–
4(l) shall apply prior to the application
of the rules of this paragraph.

(k) Ordering rules—(1) In general. In-
come received or accrued by a related
person to which the look-through rules
apply is characterized before amounts
included from, or paid or distributed by
that person and received or accrued by
a related person. For purposes of deter-
mining the character of income re-
ceived or accrued by a person from a
related person if the payor or another
related person also receives or accrues
income from the recipient and the
look-through rules apply to the income
in all cases, the rules of paragraph
(k)(2) of this section apply.

(2) Specific rules. For purposes of
characterizing income under this para-
graph, the following types of income
are characterized in the order stated:

(i) Rents and royalties;
(ii) Interest;
(iii) Subpart F inclusions and dis-

tributive shares of partnership income;
(iv) Dividend distributions.

If an entity is both a recipient and a
payor of income described in any one of
the categories described in (k)(2) (i)
through (iv) of this section, the income
received will be characterized before
the income that is paid. In addition,
the amount of interest paid or accrued,
directly or indirectly, by a person to a
related person shall be offset against
and eliminate any interest received or
accrued, directly or indirectly, by a
person from that related person before
application of the ordering rules of this
paragraph. In a case in which a person
pays or accrues interest to a related
person, and also receives or accrues in-
terest indirectly from the related per-
son, the smallest interest payment is
eliminated and the amount of all other
interest payments are reduced by the
amount of the smallest interest pay-
ment.

(l) Examples. The following examples
illustrate the application of paragraphs
(g), (h), (i), and (k) of this section.

Example 1. S and T, controlled foreign cor-
porations, are wholly-owned subsidiaries of
P, a domestic corporation. S and T are incor-
porated in two different foreign countries
and T is a financial services entity. In 1987,
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S earns $100 of income that is general limita-
tion foreign base company sales income.
After expenses, including a $50 interest pay-
ment to T, S’s income is subject to foreign
tax at an effective rate of 40 percent. P elects
to exclude S’s $50 of net income from subpart
F under section 954(b)(4). T earns $350 of in-
come that consists of $300 of subpart F finan-
cial services income and $50 of interest re-
ceived from S. The $50 of interest is foreign
personal holding company income in T’s
hands because section 954(c)(3)(A)(i) (same
country exception for interest payments)
does not apply. The $50 of interest is also
general limitation income to T because S
and T are related look-through entities with-
in the meaning of paragraph (i)(1) of this sec-
tion and, therefore the look-through rules of
paragraph (c)(2)(i) of this section apply to
characterize the interest payment. Thus,
with respect to T, P includes in its gross in-
come $50 of general limitation foreign per-
sonal holding company income and $300 of fi-
nancial services income.

Example 2. The facts are the same as in Ex-
ample (1) except that instead of earning $100
of general limitation foreign base company
sales income, S earns $100 of foreign personal
holding company income that is passive in-
come. Although the interest payment to T
would otherwise be passive income, T is a fi-
nancial services entity and, under § 1.904–
4(e)(1), the income is treated as financial
services income in T’s hands. Thus, P’s en-
tire $350 section 951 inclusion consists of fi-
nancial services income.

Example 3. P, a domestic corporation, whol-
ly-owns S, a domestic corporation that is a
80/20 corporation. In 1987, S’s earnings con-
sist of $100 of foreign source shipping income
and $100 of foreign source high withholding
tax interest. S makes a $100 foreign source
interest payment to P. The interest payment
to P is subject to the look-through rules of
paragraph (c)(2)(i) of this section, and is
characterized as shipping income and high
withholding tax interest to the extent that
it is allocable to such income in S’s hands.

Example 4. PS is a domestic partnership
that is the sole shareholder of controlled for-
eign corporation S. PS has two general part-
ners, A and B. A and B each have a greater
than 10 percent interest in PS. PS also has
two limited partners, C and D. C has a 50 per-
cent interest in the partnership and D has a
9 percent interest. A, B, C and D are all
United States persons. In 1987, S has $100 of
general limitation non-subpart F income on
which it pays no foreign tax. S pays a $100
dividend to PS. The dividend is the only in-
come of PS. Under the look-through rule of
paragraph (c)(4) of this section, the dividend
to PS is general limitation income. Under
paragraph (h)(1) of this section, A’s, B’s, and
C’s distributive shares of PS’s income are
general limitation income. Under paragraph
(h)(2) of this section, because D is a limited

partner with a less than 10 percent interest
in PS, D’s distributive share of PS’s income
is passive income.

Example 5. P has a 25 percent interest in
partnership PS that he sells to X for $110. P’s
basis in his partnership interest is $35. P rec-
ognizes $75 of gain on the sale of its partner-
ship interest and is subject to no foreign tax.
Under paragraph (h)(3) of this section, the
gain is treated as passive income.

Example 6. P, a domestic corporation, owns
100 percent of the stock of S, a controlled
foreign corporation, and S owns 100 percent
of the stock of T, a controlled foreign cor-
poration. S has $100 of passive foreign per-
sonal holding company income from unre-
lated persons and $100 of general limitation
income. S also has $50 of interest income
from T. S pays T $100 of interest. Under para-
graph (k)(2) of this section, the $100 interest
payment from S to T is reduced for limita-
tion purposes to the extent of the $50 inter-
est payment from T to S before application
of the rules in paragraph (c)(2)(ii) of this sec-
tion. Therefore, the interest payment from T
to S is disregarded. S is treated as if it paid
$50 of interest to T, all of which is allocable
to S’s passive foreign personal holding com-
pany income. Therefore the $50 interest pay-
ment from S to T is passive income.

Example 7. P, a domestic corporation, owns
100 percent of the stock of S, a controlled
foreign corporation. S owns 100 percent of
the stock of T, a controlled foreign corpora-
tion and 100 percent of the stock of U, a con-
trolled foreign corporation. In 1988, T pays S
$5 of interest, S pays U $10 of interest and U
pays T $20 of interest. Under paragraph (k)(2)
of this section, the interest payments from S
to U must be offset by the amount of interest
that S is considered as receiving indirectly
from U and the interest payment from U to
T is offset by the amount of the interest pay-
ment that U is considered as receiving indi-
rectly from T. The $l0 payment by S to U is
reduced by $5, the amount of the interest
payment from T to S that is treated as being
paid indirectly by U to S. Similarly, the $20
interest payment from U to T is reduced by
$5, the amount of the interest payment from
S to U that is treated as being paid indi-
rectly by T to U. Therefore, under paragraph
(k)(2) of this section, T is treated as having
made no interest payment to S, S is treated
as having paid $5 of interest to U, and U is
treated as having paid $15 to T.

Example 8. (i) P, a domestic corporation,
owns 100 percent of the stock of S, a con-
trolled foreign corporation, and S owns 100
percent of the stock of T, a controlled for-
eign corporation. In 1987, S earns $100 of pas-
sive foreign personal holding company in-
come and $100 of general limitation non-sub-
part F sales income from unrelated persons
and $100 of general limitation non-subpart F
interest income from a related person, W. S
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pays $150 of interest to T. T earns $200 of gen-
eral limitation sales income from unrelated
persons and the $150 interest payment from
S. T pays S $100 of interest.

(ii) Under paragraph (k)(2) of this section,
the $100 interest payment from T to S re-
duces the $150 interest payment from S to T.
S is treated as though it paid $50 of interest
to T. T is treated as though it made no inter-
est payment to S.

(iii) Under paragraph (k)(2)(ii) of this sec-
tion, the remaining $50 interest payment
from S to T is then characterized. The inter-
est payment is first allocable under the rules
of paragraph (c)(2)(ii)(C) of this section to S’s
passive income. Therefore, the $50 interest
payment to T is passive income. The interest
income is foreign personal holding company
income in T’s hands. T, therefore, has $50 of
subpart F passive income and $200 of non-
subpart F general limitation income.

(iv) Under paragraph (k)(2)(iii) of this sec-
tion, subpart F inclusions are characterized
next. P has a subpart F inclusion with re-
spect to S of $50 that is attributable to pas-
sive income of S and is treated as passive in-
come to P. P has a subpart F inclusion with
respect to T of $50 that is attributable to
passive income of T and is treated as passive
income to P.

Example 9. (i) P, a domestic corporation,
owns 100 percent of the stock of S, a con-
trolled foreign corporation, and S owns 100
percent of the stock of T, a controlled for-
eign corporation. P also owns 100 percent of
the stock of U, a controlled foreign corpora-
tion. In 1987, S earns $100 of passive foreign
personal holding company income and $200 of
non-subpart F general limitation income
from unrelated persons. S also receives $150
of dividend income from T. S pays $100 of in-
terest to T and $100 of interest to U. U earns
$300 of non-subpart F general limitation in-
come and the $100 of interest received from
S. U pays a $100 royalty to T. T earns the
$100 interest payment received from S and
the $100 royalty received from U.

(ii) Under paragraph (k)(2)(i) of this sec-
tion, the royalty paid by U to T is character-
ized first. Assume that the royalty is di-
rectly allocable to U’s general limitation in-
come. Also assume that the royalty is not
subpart F income to T. With respect to T,
the royalty is general limitation income.

(iii) Under paragraph (k)(2)(ii) of this sec-
tion, the interest payments from S to T and
U are characterized next. This characteriza-
tion is done without regard to any dividend
income received by S because, under para-
graph (k)(2) of this section, dividends are
characterized after interest payments from a
related person. The interest payments are
first allocable to S’s passive income under
paragraph (c)(2)(ii)(C) of this section. There-
fore, $50 of the interest payment to T is pas-
sive and $50 of the interest payment to U is
passive. The remaining $50 paid to T is gen-

eral limitation income and the remaining $50
paid to U is general limitation income. All of
the interest payments to T and U are subpart
F foreign personal holding company income
to both recipients.

(iv) Under paragraph (k)(2)(iii) of this sec-
tion, P has a $100 subpart F inclusion with
respect to T that is characterized next. Fifty
dollars ($50) of the subpart F inclusion is pas-
sive income to P because it is attributable to
the passive income portion of the interest in-
come received by T from S, and $50 of the in-
clusion is treated as general limitation in-
come to P because it is attributable to the
general limitation portion of the interest in-
come received by T from S. Under paragraph
(k)(2)(iii) of this section, P also has a $100
subpart F inclusion with respect to U. Fifty
dollars ($50) of the subpart F inclusion is pas-
sive income to P because it is attributable to
the passive portion of the interest income re-
ceived by U from S, and $50 of the inclusion
is general limitation income to P because it
is attributable to the general limitation por-
tion of the interest income received by U
from S.

(v) Under paragraph (k)(2)(iv) of this sec-
tion, the $150 distribution from T to S is
characterized next. One-hundred dollars
($100) of the distribution is out of earnings
and profits attributable to previously taxed
income. Therefore, only $50 is a dividend
that is subject to the look-through rules of
paragraph (d) of this section. The $50 divi-
dend is attributable to T’s general limitation
income and is general limitation income to S
in its entirety.

Example 10. (i) P, a domestic corporation,
owns 100 percent of the stock of S, a con-
trolled foreign corporation, and S owns 100
percent of the stock of T, a controlled for-
eign corporation. P also owns 100 percent of
the stock of U, a controlled foreign corpora-
tion. S, T and U are all incorporated in the
same foreign country. In 1987, S earns $100 of
passive foreign personal holding income and
$200 of general limitation non-subpart F in-
come from unrelated persons. S pays $100 of
interest to T and $100 of interest to U. U
earns $300 of general limitation non-subpart
F income and the $100 of interest received
from S. T’s only income is the $100 interest
payment received from S.

(ii) Under paragraph (k)(2)(ii) of this sec-
tion, the interest payments from S to T and
U are characterized first. The interest pay-
ments are first allocated under the rule of
paragraph (c)(2)(ii)(C) of this section to S’s
passive income. Therefore, under that provi-
sion and paragraph (c)(2)(i) of this section,
$50 of the interest payment to T is passive
income to T and $50 of the interest payment
to U is passive income to U. The remaining
$50 paid to T is general limitation income
and the remaining $50 paid to U is general
limitation income.
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(iii) Under paragraph (k)(2)(iii) of this sec-
tion, any subpart F inclusion of P is deter-
mined and characterized next. Under para-
graph (c)(1)(i) of this section, paragraphs
(c)(2)(i) and (c)(2)(ii) apply not only for pur-
poses of determining the separate category
of income of S to which the interest pay-
ments from S to T and U are allocable but
also for purposes of determining the subpart
F income of T and U. Although the interest
payments from S to T and U are ‘‘same coun-
try’’ interest payments that would otherwise
be excludible from T’s and U’s subpart F in-
come under section 954(c)(3)(A)(i), section
954(c)(3)(B) provides that the exception for
same country payments between related per-
sons shall not apply to the extent such pay-
ments have reduced the subpart F income of
the payor. In this case, $50 of the $100 inter-
est payment from S to T reduced S’s subpart
F income and $50 of the $100 interest pay-
ment from S to U reduced the remaining $50
of S’s subpart F income. Therefore, T has $50
of subpart F income that is passive income
and U has $50 of subpart F income that is
passive income. P includes $100 of subpart F
income in gross income that is passive in-
come to P.

(iv) The remaining $50 of interest paid by S
to T and the remaining $50 of interest paid
by S to U is not subpart F income to T or U
because it did not reduce S’s subpart F in-
come and is therefore eligible for the same
country exception.

Example 11. P, a domestic corporation,
owns 100 percent of the stock of S, a con-
trolled foreign corporation, and S owns 100
percent of the stock of T, a controlled for-
eign corporation. P also owns 100 percent of
the stock of U, a controlled foreign corpora-
tion. In 1991, T earns $100 of general limita-
tion income that is not subpart F income
and distributes the entire amount to S as a
dividend. S earns $100 of passive foreign per-
sonal holding company income and the $100
dividend from T. S pays $100 of interest to U.
U earns $200 of general limitation income
that is foreign base company income and $100
of interest income from S. This transaction
does not involve circular payments and,
therefore, the ordering rules of paragraph
(k)(2) of this section do not apply. Instead,
pursuant to paragraph (k)(1) of this section,
income received is characterized first. T’s
earnings and, thus, the dividend from T to S
are characterized first. S includes the $100
dividend from T in gross income as general
limitation income because all of T’s earnings
are general limitation income. S thus has
$100 of passive foreign personal holding com-
pany income and $100 of general limitation
income. The interest payment to U is then
characterized as $100 passive income under
paragraph (c)(2)(ii)(C) of this section (alloca-
tion of related person interest to passive for-
eign personal holding company income). For
1991, U thus has $200 of general limitation in-

come that is subpart F income, and $100 of
passive foreign personal holding company in-
come. For 1991, P includes in its gross in-
come $200 of general limitation subpart F in-
come from U, $100 of passive subpart F in-
come from U (relating to the interest pay-
ment from S to U), and $100 of general limi-
tation subpart F income from S (relating to
the dividend from T to S).

(m) Application of section 904(g)—(1) In
general. For purposes of determining
the portion of an interest payment
that is allocable to income earned or
accrued by a controlled foreign cor-
poration from sources within the
United States under section 904(g)(3),
the rules in paragraph (m)(2) of this
section apply. For purposes of deter-
mining the portion of a dividend paid
or accrued by a controlled foreign cor-
poration that is treated as from
sources within the United States under
section 904(g)(4), the rules in paragraph
(m)(4) of this section apply. For pur-
poses of determining the portion of an
amount included in gross income under
section 951(a) that is attributable to in-
come of the controlled foreign corpora-
tion from sources within the United
States under section 904(g)(2), the rules
in paragraph (m)(5) of this section
apply. In order to determine whether
section 904(g) applies, section 904(g)(5)
(exception if controlled foreign cor-
poration has a de minimis amount of
United States source income) shall be
applied to the total amount of earnings
and profits of a controlled foreign cor-
poration for a taxable year without re-
gard to the characterization of those
earnings under section 904(d).

(2) Treatment of interest payments. If
interest is received or accrued by a
United States shareholder or a person
related to a United States shareholder
(within the meaning of paragraph
(c)(2)(ii) of this section) from a con-
trolled foreign corporation, the inter-
est shall be considered to be allocable
to income of the controlled foreign cor-
poration from sources within the
United States for purposes of section
904(d) to the extent that the interest is
allocable under paragraph (c)(2)(ii)(C)
of this section to passive income that
is from sources within the United
States. If related person interest is less
than or equal to passive income, the re-
lated person interest will be allocable
to United States source passive income
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based on the ratio of United States
source passive income to total passive
income. To the extent that related per-
son interest exceeds passive income,
and, therefore, is allocated under para-
graph (c)(2)(ii)(D) of this section to in-
come in a separate category other than
passive, the following formulas apply

in determining the portion of the inter-
est payment that is from sources with-
in the United States. If the taxpayer
uses the gross income method to allo-
cate interest, the portion of the inter-
est payment from sources within the
United States is determined as follows:

The amount of the interest payment
arate category under

paragraph (c)(2)(ii)(D) of this section

Gross income from United States sources
in that category

me from all sources
in that category

allocated to the sep
Gross inco

×

If the taxpayer uses the asset method to allocate interest, then the portion of
the interest payment from sources within the United States is determined as fol-
lows:

The amount of the interest payment
allocated arate category under
paragraph (c)(2)(ii)(D) of this section

stic assets in that category
to the sep

Value of dome

Value of total assets in that category
×

For purposes of this paragraph, the
value of assets in a separate category
is the value of assets as determined
under the principles of § 1.861–9T(g). See
§ 1.861–10T(d)(2) for purposes of deter-
mining the value of assets and gross in-
come in a separate category as reduced
for indebtedness the interest on which
is directly allocated.

(3) Examples. The following examples
illustrate the application of this para-
graph.

Example 1. Controlled foreign corporation S
is a wholly-owned subsidiary of P, a domes-
tic corporation. In 1988, S pays P $300 of in-
terest. S has no other expenses. In 1988, S has
$3000 of assets that generate $650 of foreign
source general limitation sales income and a
$1000 loan to an unrelated foreign person
that generates $20 of foreign source passive
interest income. S also has a $4000 loan to an
unrelated United States person that gen-
erates $70 of United States source passive in-
come and $4000 of inventory that generates
$100 of United States source general limita-
tion income. S uses the asset method to allo-
cate interest expense. The following chart
summarizes S’s assets and income:

Foreign U.S. Totals

Assets:
Passive ....................... 1000 4000 5000
General ....................... 3000 4000 7000

TotaI .................... 4000 8000 12000
Income:

Passive ....................... 20 70 90

Foreign U.S. Totals

General ....................... 650 100 750

Total ..................... 670 170 840

Under paragraph (c)(2)(ii)(C) of this section,
$90 of the related person interest payment is
allocable to S’s passive income. Under para-
graph (m)(2) of this section, $70 is from
sources within the United States and $20 is
from foreign sources. Under paragraph
(c)(2)(ii)(D) of this section, the remaining
$210 of the related person interest payment is
allocated to general limitation income.
Under paragraph (m)(2) of this section, $120
of the remaining $210 is treated as income
from sources within the United States
($120=$210×$4000/$7000) and $90 is treated as in-
come from foreign sources. ($90=$210×$3000/
$7000).

Example 2. The facts are the same as in Ex-
ample 1 except that S uses the gross income
method to allocate interest expense. The
first $90 of related person interest expense is
allocated to passive income in the same
manner as in Example 1. Under paragraph
(c)(2)(ii)(D) of this section, the remaining
$210 of the related person interest expense is
allocated to general limitation income.
Under paragraph (m)(2) of this section, $28 of
the remaining $210 is treated as income from
United States sources ($28=$210×$100/$750) and
$182 is treated as income from foreign
sources ($182=$210×$650/$750).

Example 3. Controlled foreign corporation S
is a wholly-owned subsidiary of P, a domes-
tic corporation. In 1988, S pays $300 of inter-
est to P. S has no other expenses. S uses the
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asset method to allocate interest expense. In
1988, S has $4000 of assets that generate $650
of foreign source general limitation manu-
facturing income and a $1000 loan to an unre-
lated foreign person that generates $100 of
foreign source passive interest income. S has
$500 of shipping assets that generate $200 of
foreign source shipping income and $500 of
shipping assets that generate $200 of United
States source shipping income. S also has a
$1000 loan to an unrelated United States per-
son that generates $100 of United States
source passive income. S’s passive income is
not also described as shipping income. The
following chart summarizes S’s assets and
income:

Foreign U.S. Totals

Assets:
Passive ....................... 1000 1000 2000
Shipping ...................... 500 500 1000
General ....................... 4000 0 4000

Total ..................... 5500 1500 7000
Income:

Passive ....................... 100 100 200
Shipping ...................... 200 200 400
General ....................... 650 0 650

Total ..................... 950 300 1250

Under paragraph (c)(2)(ii)(C) of this section,
$200 of the related person interest payment is
allocable to S’s passive income. Under para-
graph (m)(2) of this section, $100 of this
amount is from foreign sources and $100 is
from sources within the United States.

Under paragraph (c)(2)(ii)(D) of this sec-
tion, $80 of the remaining $100 of the related
person interest payment is allocated to gen-
eral limitation income ($80=$100×$4000/$5000)
and $20 is allocated to shipping income
($20=$100×$1000/$5000).

Under paragraph (m)(2) of this section,
none of $80 of the interest payment allocated
to general limitation income is treated as in-
come from United States sources ($0=$80×$0/
$4000). Therefore, the entire $80 is treated as
income from foreign sources.

Under paragraph (m)(2) of this section, $10
of the $20 of the interest payment allocated
to the shipping income is treated as income
from United States sources ($10=$20×$500/
$1000) and $10 of the $20 is treated as income
from foreign sources ($10=$20×$500/$1000).

Example 4. The facts are the same as in Ex-
ample 3 except that S uses the gross income
method to allocate interest expense. The in-
terest allocated to passive income under
paragraph (c)(2)(ii)(C) of this section is the
same, $200, $100 from United States sources
and $100 from foreign sources.

Under paragraph (c)(2)(ii)(D) of this sec-
tion, the remaining $100 of related person in-
terest is allocated between the shipping and
general limitation categories based on the
gross income in those categories. Therefore,

$38 of the remaining $100 interest payment is
allocated to shipping income ($38=$100×$400/
($1250¥$200)) and $62 is treated as allocated
to general limitation income ($62=$100×$650/
($1250–$200)).

Under paragraph (m)(2) of this section, $19
of the $38 allocable to shipping income is
treated as income from United States
sources ($19=$38×$200/$400) and $19 is treated
as income from foreign sources ($19=$38×$200/
$400).

Under paragraph (m)(2) of this section, all
of the $62 allocated to general limitation in-
come is treated as income from foreign
sources ($62=$62×$650/$650).

(4) Treatment of dividend payments—(i)
Rule. Any dividend or distribution
treated as a dividend under this section
that is received or accrued by a United
States shareholder from a controlled
foreign corporation shall be treated as
income in a separate category derived
from sources within the United States
in proportion to the ratio of the por-
tion of the earnings and profits of the
controlled foreign corporation in the
corresponding separate category from
United States sources to the total
amount of earnings and profits of the
controlled foreign corporation in that
separate category.

(ii) Determination of earnings and prof-
its from United States sources. In order to
determine the portions of earnings and
profits from United States sources and
from foreign sources within each sepa-
rate category, related person interest
shall be allocated to the United States
source portion of income in a separate
category by applying the rules of para-
graph (m)(2) of this section. Other ex-
penses shall be allocated by applying
the rules of paragraph (c)(2)(ii) of this
section separately to the United States
source income and the foreign source
income in each category. For example,
unrelated person interest expense that
is allocated among categories of in-
come based upon the relative amounts
of assets in a category must be allo-
cated between United States and for-
eign source income within each cat-
egory by applying the rules of para-
graph (c)(2)(ii)(E) of this section sepa-
rately to United States source and for-
eign source assets in the separate cat-
egory.

(iii) Example. The following example
illustrates the application of this para-
graph.
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Example. Controlled foreign corporation, S,
is a wholly owned subsidiary of P, a domestic
corporation. S is a financial services entity.
In 1987, S has $100 of non-subpart F general
limitation earnings and profits and $100 of
non-subpart F financial services income.
None of the general limitation earnings and
profits are from sources within the United
States, and $50 of the financial services earn-
ings and profits are from United States
sources. In 1988, S earns $300 of non-subpart
F general limitation earnings and profits and
$500 of non-subpart F financial services earn-
ings and profits. One hundred dollars ($100) of
the general limitation earnings and profits
are from sources within the United States.
None of the financial services earnings and
profits are from United States sources. In
1988, S pays P a $500 dividend. Under para-
graph (c)(4) of this section, $200 of the divi-
dend is attributable to general limitation
earnings and profits ($200=$500×$400/$1000).
Under this paragraph (m)(3), the portion of
the dividend that is attributable to general
limitation earnings and profits from sources
within the United States is $50 ($200×$100/
$400). Under paragraph (c)(4) of this section,
$300 of the dividend is attributable to finan-
cial services earnings and profits
($300=$500×$600/$1000). Under this paragraph
(m)(3), the portion of the dividend that is at-
tributable to financial services earnings and
profits from sources within the United
States is $25 ($300×$50/$600).

(5) Treatment of subpart F inclusions—
(i) Rule. Any amount included in the
gross income of a United States share-
holder of a controlled foreign corpora-
tion under section 951(a) shall be treat-
ed as income subject to a separate lim-
itation that is derived from sources
within the United States to the extent
such amount is attributable to income
of the controlled foreign corporation in
the corresponding category of income
from sources within the United States.
In order to determine a controlled for-
eign corporation’s taxable income and
earnings and profits from sources with-
in the United States in each separate
category, the principles of paragraph
(m)(4)(ii) of this section shall apply.

(ii) Example. The following example
illustrates the application of this para-
graph (m)(5).

Example. Controlled foreign corporation S
is a wholly-owned subsidiary of domestic
corporation, P. In 1987, S earns $100 of sub-
part F foreign personal holding company in-
come that is passive income. Of this amount,
$40 is derived from sources within the United
States. S also earns $50 of subpart F general
limitation income. None of this income is

from sources within the United States. As-
sume that S pays no foreign taxes and has no
expenses. P is required to include $150 in
gross income under section 951(a). Of this
amount, $60 will be foreign source passive in-
come to P and $40 will be United States
source passive income to P. Fifty dollars
($50) will be foreign source general limita-
tion income to P.

(6) Treatment of section 78 amount. For
purposes of treating taxes deemed paid
by a taxpayer under section 902(a) and
section 960(a)(1) as a dividend under
section 78, taxes that are paid or ac-
crued with respect to United States
source income in a separate category
shall be treated as United States
source income in that separate cat-
egory.

(7) Coordination with treaties—(i) Rule.
If any amount of income derived from
a United States-owned foreign corpora-
tion, as defined in section 904(g)(6),
would be treated as derived from
sources within the United States under
section 904(g) and this paragraph (m)
and, pursuant to an income tax conven-
tion with the United States, the tax-
payer chooses to avail itself of benefits
of the convention that treat that
amount as arising from sources outside
the United States under a rule explic-
itly treating the income as foreign
source, then that amount will be treat-
ed as foreign source income. However,
sections 904 (a), (b), (c), (d) and (f), 902,
907, and 960 shall be applied separately
to amounts described in the preceding
sentence with respect to each treaty
under which the taxpayer has claimed
benefits and, within each treaty, to
each separate category of income.

(ii) Example. The following example
illustrates the application of this para-
graph (m)(7).

Example. Controlled foreign corporation S
is incorporated in Country A and is a wholly-
owned subsidiary of P, a domestic corpora-
tion. In 1990, S earns $80 of foreign base com-
pany sales income in Country A which is
general limitation income and $40 of U.S.
source interest income. S incurs $20 of ex-
penses attributable to its sales business. S
pays P $40 of interest that is allocated to
U.S. source passive income under paragraphs
(c)(2)(ii)(C) and (m)(2) of this section. Assume
that earnings and profits equal net income.
All of S’s net income of $60 is includible in
P’s gross income under subpart F (section
951(a)(1)). For 1990, P also has $100 of passive
income derived from investments in Country
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B. Pursuant to section 904(g)(3) and para-
graph (m)(2) of this section, the $40 interest
payment from S is United States source in-
come to P because it is attributable to
United States source interest income of S.
The United States-Country A income tax
treaty, however, treats all interest payments
by residents of Country A as Country A
sourced and P elects to apply the treaty.
Pursuant to section 904(g)(10) and this para-
graph (m)(7), the entire interest payment
will be treated as foreign source income to P.
P thus has $60 of foreign source general limi-
tation income, $40 of foreign source passive
income from S, and $100 of other foreign
source passive income. In determining P’s
foreign tax credit limitation on passive in-
come, the passive income from Country A
shall be treated separately from any other
passive income.

(n) Order of application of sections 904
(d) and (g). In order to apply the rules
of this section, section 904(d)(1) shall
first be applied to the controlled for-
eign corporation to determine the
amount of income and earnings and
profits derived by the controlled for-
eign corporation in each separate cat-
egory. The income and earnings and
profits in each separate category that
is from United States sources shall
then be determined. Sections 904(d)(3),
904(g), and this section shall then be
applied for purposes of characterizing
and sourcing income received, accrued,
or included by a United States share-
holder in the controlled foreign cor-
poration that is attributable or alloca-
ble to income or earnings and profits of
the controlled foreign corporation.

(o) Effective date. Section 904(d)(3) and
this section apply to distributions and
section 951 inclusions of earnings and
profits of a controlled foreign corpora-
tion (or other entity to which this sec-
tion applies) derived during the first
taxable year of the controlled foreign
corporation (or other entity) beginning
after December 31, 1986, and thereafter,
and to payments made by a controlled
foreign corporation (or other entity)
during such taxable years, without re-
gard to whether the corresponding tax-
able year of the recipient of the dis-
tribution or payment or of one or more
of the United States shareholders of
the controlled foreign corporation be-
gins after December 31, 1986. Paragraph
(k)(1) of this section does not apply on
or after March 23, 1998. For rules appli-

cable on or after March 23, 1998, see
§ 1.904–5T(k)(1).

[T.D. 8214, 53 FR 27020, July 18, 1988, as
amended by T.D. 8412, 57 FR 20648, May 14,
1992; T.D.8767, 63 FR 14615, Mar. 26, 1998]

§ 1.904–5T Look-through rules as ap-
plied to controlled foreign corpora-
tions and other entities (tem-
porary).

(a) through (j) [Reserved]. For fur-
ther guidance, see § 1.904–5(a) through
(j).

(k) Ordering rules—(1) In general. In-
come received or accrued by a related
person to which the look-through rules
apply is characterized before amounts
included from, or paid or distributed
by, that person and received or accrued
by a related person. For purposes of de-
termining the character of income re-
ceived or accrued by a person from a
related person if the payor or another
related person also receives or accrues
income from the recipient and the
look-through rules apply to the income
in all cases, the rules of paragraph
(k)(2) of this section apply. Notwith-
standing any other provision of this
section, the principles of § 1.954–
1T(c)(1)(i) will apply to any expense
subject to that subparagraph.

(k)(2) through (n) [Reserved]. For fur-
ther guidance, see § 1.904–5(k)(2)
through (n).

(o) Effective date. Section 1.904–
5T(k)(1) applies on or after March 23,
1998. For rules prior to March 23, 1998,
see § 1.904–5(k)(1).

[T.D. 8767, 63 FR 14615, Mar. 26, 1998]

§ 1.904–6 Allocation and apportion-
ment of taxes.

(a) Allocation and apportionment of
taxes to a separate category or categories
of income—(1) In general—(i) Taxes relat-
ed to a separate category of income. The
amount of foreign taxes paid or ac-
crued with respect to a separate cat-
egory of income (including United
States source income) shall include
only those taxes that are related to in-
come in that separate category. Taxes
are related to income if the income is
included in the base upon which the
tax is imposed. If, for example, foreign
law exempts certain types of income
from foreign taxes, or certain types of
income are exempt from foreign tax
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